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REMINGTON REVISED “STATUTES, sel lise 


IN THE 


United States Court 
of Appeals 


FOR THE NINTH CIRCUIT 


SHAFFER TERMINALS, INC., 
Petitioner, 
VS. 


COMMISSIONER OF INTERNAL 
REVENUE, 
Respondent. 


INTRODUCTION 


As set forth in the Petition for Review (R. 191 to 
193), this is a petition to review a decision of the ‘Tax 
Court of the United States affirming the determina- 
tion by the Commissioner of Internal Revenue of 
deficiencies in Petitioner’s excess profits taxes for the 
years 1944 and 1945, which determination was based 
solely on the disallowance as deductions of amounts paid 
by the Petitioner in those years for the rental of equip- 
ment required and used by it in the ordinary course 


of its business. 


JURISDICTIONAL STATEMENT 


Under date of September 23, 1949, the Commissioner 
of Internal Revenue issued his ninety-day letter advising 
the Petitioner, Shaffer Terminais, Inc., who will be 
hereinafter referred to as the ‘Petitioner,’ of the de- 
termination of deficiencies in excess profits taxes for 
the taxable years ended December 31, 1944, and 
December 31, 1945, aggregating $42,758.29 (R. 9). A 
petition for the redetermination of the deficiencies so 
announced was filed in the Tax Court of the United 
States December 12, 1949, pursuant to and in accordance 
with Internal Revenue Code, Section 272 (R. 5 to 15). 
Jurisdiction of such petition is conferred upon the Tax 
Court of the United States by I. R. C., Section 1101. 


Petitioner's tax returns of the taxes in respect of 
which such deficiencies were determined were filed with 
the Collector of Internal Revenue for the District of 
Washington, at Tacoma, Washington (R. 19 and 172). 
The decision of the Tax Court was entered February 
19, 1951, pursuant to findings of fact and the opinion 
of said court promulgated February 16, 1951 (R. 171 
and 191). Petitioner’s petition for the review of that 
decision was filed in the ‘Tax Court May 9, 1951] (R. 191- 
193). Jurisdiction of such petition is conferred upon the 
U.S. Court of Appeals for the Ninth Circuit by I. R. C., 
Section 1141. 
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STATEMENT OF THE CASE 


The case was heard by the ‘Tax Court upon a stipu- 
lation of facts (R. 18 to 88) and the testimony of three 
witnesses for the petitioner, namely, K. M. Kennell 
(R. 98 to 117), Samuel B. Stocking (R. 117 to 127), and 
Eldon E. Searles (R. 131 to 170). ‘The Commissioner 
offered no testimony. The facts, therefore, are not in 
dispute and, with the exception of particular findings 
which are the subject of specific assignments of error, 
were fairly found by the Tax Court. Briefly stated, they 
are as follows: 


At the commencement of World War II and through- 
out the period here involved, Shaffer Terminals, Inc., 
a corporation with a capital of $20,000.00 only, was en- 
gaged in the business of operating warehouse terminals 
and storage facilities (R. 19). Its operations were con- 
ducted on leased properties for which it paid rental on 
a percentage basis, amounting to $110,796.86 in 1944 and 
to $73,107.56 in 1945. Its principal activity was the 
handling of cargo for the Federal Government, either 
lend-lease cargo destined for Russia or cargo for the 
Army and Navy Departments outward bound for Alaska 
or points in the Pacific Ocean (R. 21) and return salvage 
from the South Pacific. The proper and expeditious 
handling of that cargo required a certain type of equip- 
ment, namely, Clark Fork-Type Lift Trucks. At first, 
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Petitioner's requirements for this type of equipment had 
been supplied by rental from the United States Army, 
but with the understanding that such arrangement was 
temporary only. 


In the middle of 1942, Petitioner’s business increased 
very rapidly (R. 99) and with that increase came the need 
for additional equipment, particularly of the type men- 
tioned. At the same time, Petitioner was continually 
under pressure to return or release the lift trucks rented 
from the Army. Prior to September 22, 1943, the Army 
gave Petitioner notice that this rented equipment was 
required for the Army’s own use. The replacement of 
the equipment thus recaptured or to be recaptured by 
the Army was essential to the continuance of Petitioner’s 
business and to meeting the demands made on it by 
the Army and other governmental agencies for the load- 
ing of cargo shipped over its terminal. Rental from 
others was unsuccessfully attempted. Acquisition seemed 
the only solution, but acquisition involved two problems, 
one, obtaining the priorities required by governmental 


regulations, and two, financing. 


In the furtherance of the war effort, time was of the 
essence, and because Petitioner by reason of the work 
in which it was engaged was in position to secure the 
necessary priorities, it applied for and secured the priori- 
ties and ordered certain of this equipment before the 
problem of financing was solved. 


Sa 


Various methods of financing were considered and 
abandoned (R. 102, 103). One of the inethods of financing 
so considered was the borrowing by the Petitioner from 
its bank of the funds necessary. “This method was dis- 
couraged by the bank, which wanted the financing 
worked out some other way (R. 134). Such discourage- 
ment in banking practice is tantamount to advance 
notice that a formal application for a loan would be 
turned down; consequently no such application was 


made. 


In this situation, confronted by the paramount ne- 
cessity of obtaining additional equipment and by the 
necessity that arrangement had to be made for payment 
for the equipment already ordered, the stockholders of 
Petitioner, on or about September 22, 1943, formed an 
unlimited partnership known as Equipment Associates. 
The interests of the individuals in the corporation were 
decidedly unequal, but in the partnership their interests 
were equal, and respectively as follows: 


Individual Iuterest in Petitioner Corporation Interest in 
Number of Percentage of Partnership 

Shares Interest 
R. H. Shaffer 105 baa 207, 
S. B. Stocking 72 36%, 25%, 
fees. Kennell Ie, oe vor, 
W. Hopkins 8 iG 207, 


Less than a month later R. H. Shaffer died and his 
interests in both the Petitioner corporation and the part- 
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nership were acquired by the other three, the former 
unequally, the latter equally, so that on December 3], 
1943, and thereafter, the respective interests in the cor- 


poration and partnership were: 


Individual Interest in Petitioner Corporation Interest in 
Number of Percentage of Partnership 

Shares Interest 
S. B. Stocking 157 784% One-third 
K. M. Kennell 26 Lens One-third 
W. Hopkins lly 814% One-third 


The partnership thus formed was decided upon with- 
out consideration of the tax effect or consultation with 
either the corporation’s attorney or its tax accountant 
and was formed solely for the purpose of acquiring the 
equipment required by the Petitioner in the performance 
of its war work and the leasing of such equipment to 
the Petitioner as Petitioner’s needs required. (See Para- 
graph 2, Partnership Agreement, R. 27.) The initial 
capital of the partnership, Equipment Associates, was 
$10,000.00, contributed equally by the original four 
partners. Hopkins, who as a stockholder in Petitioner had 
only a 4% interest therein, contributed his $2500.00 from 
funds he then had on hand. Kennell, whose stock hold- 
ing in Petitioner represented only a 6% interest therein, 
contributed his $2500.00 to the initial capital of the 
partnership partially from his own funds and partially 
from moneys borrowed on his individual credit. The 
other partners’ contributions were made from loans 
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inade to them on their individual credit. “Vhe initial 
purchase of equipment was made with the capital so 
contributed. Subsequent purchases were made by the 
partnership with funds borrowed by the partnership, with 
each partner liable for the entire debt even though such 
loans were secured by chattel mortgages on the equip- 
ment of the partnership. It is unreasonable to suppose 
that the individual stockholders would have assumed 
such a personal liability for the corporation, wherein 
their interests were at the time respectively 7814 per cent, 


13 per cent and 814 per cent. 


The equipment so acquired was leased to Petitioner 
under written agreements (R. 30). The deductibility 
of the rental paid by the Petitioner therefor in the 
determination of its excess profits tax liability is the 
sole question here presented. There is involved no 
question as to the reasonableness of such rentals. ‘They 
were in accord with tariffs filed with the Public Service 
Commission of the State of Washington in compliance 
with Section 10383 of Remington’s Revised Statutes. 
They were at the same rates and terms as the rentals 
paid during the years involved to the United States 
Army for the same type of equipment (R. 33, 34 and 
100). The deductibility of the rental paid to the Army 
and others in the same years is unquestioned, and if 
the rental paid to the partnership had been paid either 
to the Army or others it would not have been questioned. 
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The partnership continued in business until June 
30, 1947, when it was dissolved and liquidated (R. 183). 
During that time it functioned independently of the 
Petitioner, borrowing money, maintaining its own bank 
accounts, purchasing equipment with its own funds, and 
leasing such equipment as opportunity offered, princi- 
pally to the Petitioner but also to third parties (R. 34), 
and paying social security, business and occupational 
taxes, and personal property taxes. It filed income tax 
returns covering that period, showing equal distribution 
of the partnership profits, on account of which the part- 
ners individually paid increased income taxes. Now the 
Government seeks additional taxes from the corporation 
on account of the profits on which the partners have 
already paid taxes. Upon liquidation of the partnership, 
Petitioner bought for its then depreciated value the 
partnership equipment, although it was under no obli- 
gation so to do (R. 30). 


ASSIGNMENTS OF ERROR 


1. ‘The Tax Court erred in holding that the sale 
and lease agreements between Petitioner and the part- 
nership, Equipment Associates, did not constitute sale 


and lease transactions recognizable for tax purposes. 


2. ‘The Tax Court erred in holding that the remerals 
paid by Petitioner to Equipment Associates are not 
proper and allowable deductions under Section 23(a)- 


Se. 


(1)(A) of the Internal Revenue Code in the computation 
of Petitioner's excess profits taxes. 


Gmeiive Wax Court erred in deciding “that there 
are deficiencies in excess profits taxes for the years 1944 
and 1945 in the amounts of $20,537.77 and $22,220.52 


respectively.” 


4. The Tax Court erred in finding as a fact that 
Petitioner’s arrangements for the handling of cargo, and 
particularly lend-lease cargo destined for Russia, were in 
1942 and 1943 “expected to... continue for the duration 
of the™war.”’ (R. 173). 


5. ‘The Tax Court erred in finding as a fact that the 
partnership, Equipment Associates, was organized “‘pri- 
marily to avoid the excess profits tax and its impact on 
the earnings of Petitioner. It was not organized for the 
purpose of financing the purchase of equipment which 
Petitioner needed in its business.” (R. 184). 


6. ‘The Tax Court erred in finding and holding that 
“the testimony of E. E. Sarles. . ., although contradictory, 
is to the effect that petitioner would have been granted 
a short-term loan had it made application.” (R. 186). 


7. The Tax Court erred in finding and holding that 
the partnership was an agency created by Petitioner and 
subservient to it from which independence and control 
had been stripped. (R. 190). 
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ARGUMENT 


On the main issue whether the rentals paid by 
Petitioner to the partnership are proper deductions in 
the computation of excess profits tax, which issue is 
presented by Assignments of Error Nos. 1, 2 and 3, 
Petitioner’s claim that the Commissioner and the Tax 
Court erred in the disallowance of such deductions rests 
upon the following propositions: 


(a) A taxpayer has the right to decrease his tax 
liability by any lawful means. 


Gregory v. Helvering, 293 U.S. 465, 79 L. Ed. 596; 


Jones v. Helvering, 63 App. D. C. 240, 71 Fed. 
(2d)e2 ay att Cen: denied, 293 U. Smaeey 
(3 0. Woh, 579, 


(b) In so doing a taxpayer has the right “to adopt 
the type of organization he deems to be suitable and 
preferable.” 


Coca Cola Bottling Co. of Sacramento, Ltd. v. 
Commissioner, |7 Bax Count , No. 14, pro- 
mulgated July 31, 1951; 


Moline Properties, Inc. v. Commissioner, 319 
U. S. 436, 87 L. Ed. 1499; 


Twin Oaks Co. v. Commissioner, 183 Fed.(2d) 
385 (C.C.A. 9th). 


(ey Wire partnership and the Petitioner were separate 
entities. 


Moline Properties, Inc. v. Commissioner, 319 
U.S. 436, 87 L. Ed. 1499; 


National Investors Corp. v. Hoey, 144 Fed.(2d) 466 
(C.C.A. 2nd); 


Twin Oaks Co. v. Commissioner, 183 Fed(2d) 385 
CeCe 9th); 


John L. Denning & Co. v. Commissioner, 180 
Ped(2d) 288° (C.CA. 10th); 


Coca Cola Bottling Co. of Sacramento, Ltd. v. 
Commissioner, 17 ‘TaxGourt___._., No. 14. 


(d) Being separate entities. the transactions between 
them cannot be disregarded for tax purposes because 


those transactions changed the flow of economic benefits. 


fazigoinms v. Smith, 308 U.S. 437, 84 L. Ed. 406; 
Commissioner v. Greenspun, 156 Fed(2d) 917: 


Twin Oaks Co. v. Commissioner, 183 Fed.(2d) 
305; 


Brown v. Commissioner, 180 Fed.(2d) 926 (C.C. 
Be ord); 


Skemp v. Commissioner, 168 Fed.(2d) 598 (C.C. 
Aven thi); 


Shirley v. O’Malley, 91 Fed. Supp. 98. 


See 


We shall not labor the first two of the foregoing 
propositions. Both are now firmly established in the law 
of income and related taxes, and the first is conceded by 


the Tax Court. 


The authoritative test of separate taxable entities is 
prescribed by the Supreme Court in the Moline Prop- 
erties Company case, 319 U.S. at 438, 87 L. Ed. at p. 1502, 


as follows: 


“The doctrine of corporate entity fills a useful 
purpose in business life. Whether the purpose be 
to gain an advantage under the law of the state of 
incorporation or to avoid or to comply with the 
demands of the creditors or to serve the creator’s 
personal or undisclosed convenience, so long as that 
purpose is the equivalent of business activity or is 
followed by the carrying on of business by the cor- 
poration, the corporation remains a separate taxable 
entity.” 


In National Investors Corporation v. Hoey, 144 Fed. 
(2d) at 467, Judge Learned Hand ,after pointing out the 
errors made by the Circuit Court of Appeals for the 
Second Circuit in interpreting and applying prior de- 
cisions of the Supreme Court of the United States, said 


of the test prescribed in the Moline Properties case and 
above quoted: 


‘The gloss then put upon Higgins v. Smith, supra, 
was deliberate and is authoritative: it was that, what- 
ever the purpose of organizing the corporation, ‘so 
long as that purpose is the equivalent of business 
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activity or is followed by the carrying on of business 
by the corporation, the corporation remains a sep- 
arate taxable entity’. 


These tests have been applted in determining the 
separable taxable entity of a corporation from that of a 
partnership formed by the stockholders of the corpora- 
tion. Thus, Judge Harron, in delivering the majority 
opinion of the Tax Court in the Coca Cola Bottling Com- 
pany case, supra, which was promulgated July 31, 1951, 
said: 


“The members of the partnership are subject to 
the unlimited personal hability which may develop 
out of the operation of the business by the partner- 
ship in place of the limited liability to which they 
had been subject previously as stockholders of 
Sacramento Company when it conducted the bot- 
tling and distributing business. The change in 
personal liability is evidence of the reality in the 
change of the form of the entity which thereafter 
operated the business.” 


In John L. Denning & Co. v. Commissioner, supra, 
Chief Justice Phillips, in delivering the unanimous 
opinion of the 10th Circuit, said, 180 Fed.(2d) page 290: 


“We think there could be no doubt on the un- 
disputed facts in the record that the partnership 
served an independent business purpose. It was 
owned, its capital was subscribed, and its credit was 
provided by three minority stockholders in the 
corporation. It purchased and sold broom corn. It 
owned its own warehouse. In so far as it used office 
space, facilities and employees of the corporation. 
and warehouse storage, it paid full value therefor 
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and was not favored. The corporation and the part- 
nership kept separate books and records and the 
books and records of the partnership clearly reflected 
the business transacted by it and the income earned 
by it. It was organized primarily for the purpose 
of enabling Mrs. Efhe Denning to employ her own 
capital and utilize her knowledge in the broom 
corn business at a particularly advantageous time in 
that business. It served a legitimate business purpose. 
It was not a sham. Under the undisputed facts on 
this record we do not think the separate entity of 
the corporation and the partnership may be disre- 
garded.” 


In the case of Twin Oaks Company v. Commissioner, 
183 Fed(2d) 385, decided by this Court July 20, 1950, 
the facts were that the stockholders of a corporation, after 
its operations for some time had resulted in unsatisfactory 
profits, “executed a partnership agreement whereby the 
four, as equal partners, would take over the business of 
the corporation,’ purchasing its operating assets and 
leasing from it the real estate on which the business had 
been and was then being conducted, but keeping the 
corporation alive “‘for the sole purpose of holding title 
to the real estate.’’ This Court found as controlling facts 
that the partnership was actually formed, that the stock- 
holders were, as members of the partnership, subjected 
to unlimited personal liability for the partnership debts, 
that the profits of the business of the partnership were 
thereafter distributed to the partners equally and not in 
proportion to their respective stock holdings in the cor- 
poration (all of which facts are present here), and held: 
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“These changes, all made without thought of or 
intent to achieve tax advantages, were, we think, far 
more than mere ‘changes in form. The “fax Court 
felt that the fact that the profits were distributed 
in a different manner and in different proportions, 
but to the same people, indicated that the changes 
were formal only. The logic of this position escapes 
us, for it ignores the reality of the conversion from 
corporate to partnership operation of the business 
and tends in no way to show that the corporation 
rather than the partnership carned the income.” 


(Opin. 183 Fed.(2d) p. 387). 


In the instant case, the partnership, Equipment As- 
sociates, formed by the stockholders of the Petitioner 
corporation meets all the tests of a separate taxable 
entity. It was actually formed. There was no fraud in 
its formation or subsequent business activities. Its mnitial 
capital was contributed equally by the partners and in 
shares utterly disproportionate to their stock holdings in 
Petitioner. It was recognized as a separate entity by the 
Bank from which it borrowed money, for the repayment 
of which each partner was individually fully liable. It 
was recognized as a separate entity by the taxing authori- 
ties of the State of Washington, to which it paid social 
security and business or occupational taxes. and by the 
taxing authorities of the United States, to which it made 
income tax returns, and it distributed its profits equally 


to its members. 


The Tax Court did not find that the Petitioner and 


the partnership were not separate entities. It did not 
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find that the organization of the partnership was not 
‘followed by the carrying on of business” by it. It made 
no finding on either of these points, although the facts 
that the Petitioner and the partnership were separate 
entities and that after its organization the partnership 
carried on business are established beyond question by 
the record. On the contrary, the Tax Court found: 


“The stockholders of Petitioner organized the 
partnership primarily to avoid the excess profits tax 
and its impact on the earnings of Petitioner.” (R. 
184). 


This finding is clearly erroneous because directly con- 
trary to unimpeached and wholly uncontradicted testi- 
mony. It is the subject of a special assignment of error 
and will be discussed in more detail later. But, even if 
warranted, it is a finding as to purpose or motive. Since 
the decision in Moline Properties, Inc. v. Commissioner, 
319 U. S. 436, 87 I. Ed? 1499, purpose, at least imme 
absence of fraud, is immaterial “‘so long as that purpose 
is the equivalent of business activity or is followed by the 


carrying on of business.” 


(d) The transaction between Petitioner and the 


partnership changed the flow of economic benefits. 


The Tax Court rested its decision upon the con- 


clusion: 


“Upon close scrutiny, this entire plan is not, in 


i 


substance, a sale and lease transaction recognizable 


feruax purposes...” (R. 189). 


In turn, it based that conclusion on the proposition 


‘ 


that “control over the property (i.c., the equipment of 


the partnership, Equipment Associates) remained in 
Pemtoner. (RK. 187). 


The Tax Court purported to make a realistic ap- 
proach to the question of tax liability upon the principle 
said by it to have been initiated by the Supreme Court 
of the United States in Gregory v. Helvering, 293 U. S. 
465, 79 L. Ed. 596, namely: “Whether the transaction 
under scrutiny is in substance what it purports to be in 
form.” (R. 187). The principle so broadly stated was 
repudiated by the Supreme Court in Higgins v. Smith, 
308 U. S. 437, 84 L. Ed. 406, in the following language: 


“The Government urges that the principle under- 
lying Gregory v. Helvering finds expression in the 
rule calling for a realistic approach to tax situations. 
As so broad and unchallenged a principle furnishes 
only a general direction, it is of little value in the 
solution of tax problems. If, on the other hand, the 
Gregory case is viewed as a precedent for the disre- 
gard of a transfer of assets without a business purpose 
but solely to reduce tax lability, it gives support 
to the natural conclusion that transactions. which 
do not vary contro] or change the flow of economic 
benefits, are to be dismissed from consideration.”’ 

gO. 308 U.S., p. 476, 84 L. Ed. 410). 
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Conversely stated, the principle or rule established 
by Higgins v. Smith is that transactions which either vary 
control or change the flow of economic benefits are not 
to be disregarded in the determination of tax liability. 
The rule was so interpreted by the Circuit Court of 
Appeals for the Fifth Circuit in Commissioner of Internal 
Revenue v. Greenspun, 156 Fed.(2d) 917, when it held: 


“The ‘ax Court, we think correctly interpreted 
Higgins v. Smith, supra, ... as authority, in short, 
for the view that transactions which do not in 
reality vary control. or change the business aspects 
of a situation are to be dismissed from consideration 
in determining tax incidents.” (Opin. 156 Fed.(2d) 
U2 


‘The rule or principle so interpreted was applied by 
this Court in Twin Oaks Company v. Commissioner, 183 
Bed-(2d) 385. 


See also: 


Brown v. Commissioner, 180 Fed.(2d) 926 (C.C.A. 
3rd); 


Ross v. Commissioner, 129 Fed.(2d) 310 (C.C.A. 
5th); 


Shirley v. O'Malley, 91 Fed. Supp. 98 (D.C.D. 
Nebr.) 


‘The present case falls within and is governed by that 
rule, because it is indisputable that the transactions be- 
tween the Petitioner and the partnership, Equipment 
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Associates, changed the flow of economic benefits. (See 
Findings of the Tax Court, R. 182-3). 


The Tax Court wholly disregarded the fact of the 
change in the flow of economic benefits effected by these 
transactions and rested its decision upon the proposition 
that there was in fact no change in the control of the 
equipment. Under the rule here being considered, the 
existence of either a change in control or a change in 
the flow of economic benefits precludes disregard of the 


transaction in determining tax incidents. 


Undoubtedly it will be contended that the decision 
of the Tax Court is supported by W. H. Armston Co. v. 
Commissioner, 188 Fed.(2d) 531 (C.C.A. 5th). That case 
is clearly distinguishable. There, the transaction was 
between a corporation and its principal stockholder, 
Catherine Armston, who, with her husband, ‘‘owned 
virtually all of the stock in W. H. Armston Co., Inc.” 
The transaction worked no change in the flow of eco- 
nomic benefits. Furthermore, in that case the corporation 
had in previous years acquired the equipment which it 
sold to Catherine Armston and there was not present the 
problem of financing additional equipment needed by 
the corporation. Her purchase thereof was not financed 
with her own funds or personal credit independent of 
the corporation, but on security of stock in the corpora- 
tion pledged by her. Here, the initial purchase of equip- 
ment by the partnership was financed by the partnership, 
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wholly independently of the corporation and with capital 
contributed equally to the partnership by each of the 
partners wholly from his own funds either previously 
accumulated or secured on his personal credit. Subse- 
quent purchases by the partnership were financed by it 
independently of Petitioner (R. 177). 


Upon the issue whether the transactions between 
Petitioner and the partnership are recognizable for tax 
purposes, we submit the case is in all essential particulars 
parallel to and governed by the decision of this Court 
in Twin Oaks Co. v. Commissioner, 183 Fed.(2d) 385. 
The following language from Judge Lindley’s opinion 
in that case applies with full force here, namely: 


“It seems clear to us, however, that the Tax 
Court, in its characterization of the change in busi- 
ness structure involved in the instant case as sham 
and a mere form without substance, has, in effect 
denied the taxpayers the legal right to conduct their 
business affairs through a medium of their own 
choice.” 


ASSIGNMENTS OF ERROR AS TO 
PARTICULAR FINDINGS 


In considering these assignments of error, namely, 
Assignments of Error 4 to 7, inclusive, it is to be re- 
membered, (1) that the Commissioner offered no testi- 
mony, and (2) that the decision of the Tax Court was 
by a single judge. 


oe 


In general, these several assignments of error as to 
particular findings or holdings of the Tax Court are 


based upon the following propositions of law: 


“The finding is ‘clearly erroneous’ when although 
there is evidence to support it, the reviewing court 
on the entire evidence is left with the definite and 
firm conviction that a mistake has been committed.’ 


ues. Uv. U.S. Gypsum Co., 33 U.3. 364, 395, 92 
ie Ed. 746, 766. 


“It is axiomatic that uncontradicted testimony 
must be followed.” 


Grace Bros. v. Commissioner, 173 Fed.(2d) 170, 
at 174 (C.C.A. 9th). 


“It (the Tax Court) may not arbitrarily discredit 
and disregard unimpeached, competent and relevant 
testimony of a taxpayer which is uncontradicted.” 


A&A Tool & Supply Co. v. Commissioner, 182 
Fed.(2d) 300, at 304 (C.C.A. 10th). 


See also: 


J. H. Robinson Truck Lines v. Commissioner, 
NeoeWed: (2d) 739(C.C.A. 5th). 


The finding that Petitioner’s arrangements for the 
handling of cargo were “expected to . . . continue for 
the duration of the war’ (Assignment of Error 4) is 
directly contrary to the competent, relevant, unim- 


peached and uncontradicted testimony of K. M. Kennell. 
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He testified in respect to the duration of the use of the 
equipment purchased by the partnership, as follows: 


“A use for it might be ended at any time. It was 
in this lend-lease operation with Russia, to Vladi- 
vostok and similar points on the Pacific Coast of 
Siberia. The threat of the Japanese interrupting 
that lend-lease line was ever present, and no one 
knew from one day to the next whether that line was 
going to be permitted to stay open or not.” (R. 105). 


and on cross-examination Mr. Kennell testified that 
Petitioner was operating under no contracts but simply 
an arrangement under which “we handled cargo they 
sent to us day by day.” To the question asked by Mr. 


Picco: 


“But you expected and contemplated and expected 
that this arrangement would continue during the 
duration of the war period, did you not?” 


he answered: 


“In part, that may be true, sir, but as I explained 
in answer to the question a moment ago, no one 
knew how long the Russian supply line would be 
left open, that was in the hands of the Japanese.” 
(R. 107). 


Likewise, the finding that the partnership was organ- 
ized “primarily to avoid the excess profits tax’’ and not 
“for the purpose of financing the purchase of equipment 
which Petitioner needed in its business,” (Assignment 
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of Error 5) is directly contrary to the testimony of the 
said K. M. Kennell. He testified, without impeachment 
or contradiction, that in August of 1943 “We (the Peti- 
tioner) were already borrowing as heavily as we could 
hope to, from the bank, because of the tremendous 
amounts of accounts receivable we were having to carry,” 
(R. 103) and ‘The corporation’s net returns in any year 
during that period could not possibly sustain the invest- 
ment that would be necessary in equipment.” (R. 105). 


In this he is fully corroborated by the testimony of 
Mr. E. E. Searles, Vice-President of Puget Sound National 
Bank (R. 138, 140, 163, 168). 


Mr. Kennel] further testified that the purpose of the 
partnership, Equipment Associates, was the financing of 
the acquisition of the lift-truck type of equipment (R. 
117), and in this he is corroborated by paragraph 2 of the 
Partnership Agreement (R. 27). On cross-examination 
he testified as follows: 


. Why was it necessary to form this partner- 
ship, if all the answers you have given me are true? 


A. ‘The answer, Mr. Picco, is quite obvious. That 
is, that our net position was not going to be sufficient 
to permit us to finance this equipment, plus other 
equipment that was contemplated with other busi- 
ness that was being considered for us by the Army 
and others, and the necessity of tying up so much 
of our funds in the nature of accounts receivable 
and other forms of working capital. (R. 108-9). 
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Q. Actually, is it not true that the only reason 
for forming that partnership was to operate (exclude 
or reduce) the excess profits tax from these pay- 
ments? 


A. Had that been our intention, sir, we would 
have changed our corporation to a partnership and 
taken the benefit of it on all our other transactions. 
(R. 110). 


Further, on cross examination, he testified in effect 
that the Bank definitely indicated that it was not in a 
position to loan money to the Petitioner for the equip- 
ment in addition to the loans they were then carrying, 
that an equipment loan would be a capital loan and they 
could not see where the Petitioner could earn the money 
to repay it; that their banker did not say “he would not 
loan at all. He said it wasn’t the proper loan to make 
aethat time: “(Roi 


As to the finding that the testimony of E. E. Searles 
“is to the effect that Petitioner would have been granted 
a short-term loan had it made application” (Assignment 
of Error 6) we submit that on a careful reading and con- 
sideration of Mr. Searle’s testimony (R. 129 to. 170) this 
Court will be convinced that the finding is unjustified 


and clearly erroneous. 


Searles at no time testified that in 1943 a loan to 
purchase equipment would have been made to Petitioner 
if it had applied therefor. Quite the contrary. In the 
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initial discussion regarding the financing of the acquisi- 
tion of the needed equipment, he “discouraged the bor- 
rowing by the Corporation,” (R. 134) and again to the 
same effect (R. 140). As previously stated, a bankcr’s 
discouragement is but his polite way of serving notice 
that formal application for such loan would be useless. 
He further testified, in response to the question whether 
the Bank would have made loans to the Petitioner for 
the same purpose and on the same basis as they did to 
the partners of Equipment Associates and to the partner- 
ship: 


“No, I don’t think we would, because they were 
not entitled to it.” (R. 138). 


On cross-examination he testified that he would not 
have recommended a loan of approximately $9,500.00 to 
the Petitioner in September and October of 1943. He 
said, “It might have gone through, but I would not have 
recommended it.” (R. 142) See also his testimony R. 148 
and 154. 


On his redirect examination the following occurred: 


You said definitely you would not recom- 
mend a loan to Shaffer Terminals on a question of 
credit, but you said it might have gone through. Do 
Joans normally go through against your recom- 
mendation? 


A. Oh, no, not against recommendation, no. 
Normally they do not, no. 
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Q. It would be a very unusual thing if the loan 
would have gone through? 


A. It would be, with the senior officer recom- 
mending. (R. 163). 


And on recross examination he reiterated that if the 
Petitioner had come in for a loan in September or 
October of 1943 and if he knew that the purpose of 
that loan was to buy equipment, he would not have 
recommended the loan (R. 168). 


The most that can be said for his testimony is that 
under adroit cross examination he came close to saying, 
but did not actually say, that if in September or October 
of 1943 he, or the Bank, had known or could have fore- 
seen the results of Petitioner’s operations during the 
years 1944 or 1945 (R. 164-5) the Bank might have made 
an equipment loan to Petitioner if all the stockholders 
had endorsed the paper (R. 169-70). 


As to the finding or holding that the partnership was 
a subservient agency created by Petitioner from which 
independence and control had been stripped (Assign- 
ment of Error 7), we submit that it has been demon- 
strated under our discussion of the proposition that the 
Petitioner and the partnership were separate taxable 
agencies, that the partnership was not created by the 
corporation but was at all times a separate and inde- 
pendent jural and taxable entity. Accordingly, this par- 
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ticular finding or conclusion, whatever it may be, is also 


clearly erroneous. 


There being no question that the rents paid by 
Petitioner to Equipment Associates were not excessive or 
that Petitioner was legally obligated to pay the saine, or 
that rents paid in the ordinary course of business are al- 
lowable deductions in the computation of excess profits 
taxes under Section 23(a)(1)(A) of the Internal Revenue 
Code, we submit the decision of the ‘Tax Court should 
be reversed and either the deficiencies in Petitioner’s 
excess profits taxes for the years 1944 and 1945 expunged, 
or the case remanded to the Tax Court with directions 
to enter judgment in accordance with the prayer of 
Petitioner’s petition to that Court to review the Com- 
missioner’s determination in respect of such deficiencies. 


Respectfully submitted, 


HENRY C. PERKINS, 
FREDERICK D. METZGER, 
Attorneys for Petitioner. 


METZGER, BLAIR, GARDNER & BOLDT, 
Of Counsel. 


